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Barbara Klemstine
Director
Regulation & Pricing

Tel. 602-250-4563
Fax 802-250-8003
e-mail Barbara.Klems!ine@aps.com

Mail Station 9708 _
PO Box 53999
Phoenix, Arizona 85072-3999
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August 27, 2007

Docket Control
Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007

RE: DOCKET nos. E-01345A-05-0816, E-01345A-05-0826,
DECISION no. 69883

Dear Sir or Madame:

Enclosed please find the Company's Fuel Audit Implementation Report as required in Decision No. 69663, page
157, Ordering Paragraph line 7.

If you have any questions, please call Jeff.Johnson at 602-250-2661.

sincerely,

Barbara Klemstine
Director
Regulation & Pricing
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CC: Emest Johnson
Brian Bozzo
Parties of Record
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Copies of the foregoing emailed or mailed
This 27th day of August 2007 to:

Deborah R. Scott
Kimberly A. Grouse
SNELL & WILMER
One Arizona Center
400 East Van Buren Street
Phoenix, AZ 85004-2202

Michelle Livengood
UniSource Energy Services
One South Church Street, Suite 200
Tucson, AZ 85702

Thomas L. Mum aw
PINNACLE WEST CAPITAL
CORPORATION
Post Ofice Box 53999, MS 8695
Phoenix, AZ 85072-3999

Steven B. Bennett
Deputy City Attorney
City of Scottsdale Attorney's Office
3939 North Drinkwater Boulevard
Scottsdale, AZ 8525 l

C. Webb Crockett
Patrick J. Black
FENNEMORE GRAIG, p.c .
3003 North Central Avenue, Suite 2600
Phoenix, AZ 85012-2913

George Bien-Willner
3641 North 39'*' Avenue
Phoenix, AZ 85014

Amanda Ormond
The Orland Group LLC
Southwest Representative
Interest Energy Alliance
7650 South McClintock, Suite 103-282
Tempe, AZ 85284

Michael w. Pattern
ROSHKA DEWULF & PATTERN, PLC
One Arizona Center
400 East Van Buren Street, Suite 800
Phoenix, AZ 85004
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Michael L. Kurtz
BOEHM, KURTZ & LOWRY
36 East Seventh Street, Suite 1510
Cincinnati, OH 45202

Joseph Knauer, President
Jewish Community of Sedona
and the Verde Valley
100 Meadowlark Drive
Post Office Box 10242
Sedona, AZ 86339-8242

Scott s. Wakefield
RUCO
11.10 West Washington Street, Suite 220
Phoe AZ 85007

David C. Kennedy, Esq.
818 East Osborn Road, Suite 103
Phoenix, AZ 85014

Lawrence V. Robertson, Jr.
MUNGER CHADWICK
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Micha el F. Hea ly
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Tracy Spoon
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Bill Murphy
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1. INTRODUCTION

On November 9, 2005, the Arizona Corporation Commission ("ACC" or the
Commission) opened ACC Docket No. E-01345A-05-0827 to audit the fuel and
purchased power practices and costs of Arizona Public Service Company ("APS" or "the
Company"). Commission Staff awarded the contract to conduct this audit to The Liberty
Consulting Group ("Liberty"), who began the audit in February of 2006. The audit
included over 200 data requests, on-site interviews with Company personnel, on-site
visits to several of the Company's generating plants, and an on-site visit to the
Company's trading Hoof. Liberty issued their' iinad audit report (the "Liberty Report") on
August 319 2006.

The Liberty Report concluded that the Company handled fuel and energy

procurement and management in a manner that produced reasonable and appropriate

costs during the period of April through December of 2005.1

In their audit, Liberty reviewed several areas of the Colnpany's operations

relating to fuel and purchased power issues. These areas included Organization, Staffing

and Controls, Fuel Management, Fuel Contracts, Hedging and Risk Management,

Forecasting and Modeling, Plant Operations, Purchased Power and Off-System Sales,

and Nuclear Fuel. A financial audit of the Conlpany's Power Supply Adjustor ("PSA")

costs was also conducted. Liberty formulated conclusions regarding the Company's

performance in each of these areas.

¢

In all, Liberty reached sixty-nine separate conclusions as a result of the audit. In
fifty-one, or 74%, of those conclusions, Liberty determined that the Company's
performance was reasonable and appropriate, and no actions were recommended.
Specific recommendations were presented for each of the remaining conclusions, many
of which dealt with the formulation or formalization of policies and procedures related to
tasks performed in the areas under review. In some cases, recommended tasks were
already being pursued by Company personnel at the time .of the audit, and several
recommended tasks were completed prior tO the conclusion Of the audit.

In September Of 2006, the Commission consolidated DocketNo. E-01345A-05-
0827 with the Company's thenpending rate caseDocket No. E-01345A-05-816 and the
pendingprudence review of 2005 unplannedoutages at Palo Verde (these consolidated
cases are referred to in this report as the "Rate Case"). Hearings in the Rate Case were
held in October andNovember of2006.

The Rate Case decision, ACC Decision No. 69663, was issued on June 28, 2007.
In that Decision, the Commission statesthata reasonable way to address the audit
findings is for the Company to prepare an implementation plan for each recommendation
that it accepts, and for each recommendation it does not accept, the Company is required
to provide a detailed explanation of the reasons why that recommendation need not be

1 See Direct Testimony of JohnAntonuk 'm the Rate Case, tiled August 18,2006, p. 4.
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FUEL A UDITIMPLEMENTA TION REPORT
1

implemented Therefore, the Company was ordered to prepare and tile with Docket
Control, as a compliance item, aFuel Audit Implementation Plan within 60 days of the
date of the Decision

This report is the Company's response to each of the recommendations outlined in
the Liberty Report. The Company has accepted all twenty of Liberty's recommendations
in whole or in part, and has completed its responsive action in fourteen of those
recommendations. Tasks are in progress for.the remainder.

Included herein is a status report for each of the Liberty Report recommendations,
along with policies and/or procedures that have been implemented or updated as a result
of the audit. For those recommendations for which the Company has not yet completed
its response, an implementation plan is outlined along MM an expected completion date.

\

v

\

2 See ACC Decis ion No. 69663, p. 105.
3 See ACC Decis ion No. 69663, P~ 157.
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H.  ORGANIZATION.  STAFFING AND CONTROLS

STAFF RECOMMENDATION #1

Conclusion: The fuel and power procurement organizations have satisfactory
procedures for many of the specific functional areas nth in these
organizations, but Fuel Procurement does not have sufficient
procedures for iilel contract management and administration.

Recommendation: Develop a complete set of procedures related to the management
and administration of coal contracts.

CompanyResponse: ACCEPTED

Discussion:

The Liberty Report found that most of the specific functional areas in the fuel and
procurement organizations within the Company have policies and procedures that are
sufficiently detailed and comprehensive.4 The report concludes that APS effectively
administers coed contracts.5 In addition, the report found Mag during a recent search for
and analysis of an alternate coal supply for the Cholla Generating Station, the Company
followed an appropriate, structured and disciplined process for supply procurement.6
However, written procedures for such processes at the time of the audit appeared to be
absent, incomplete or lacing in detail.

The Company agrees that writtenprocedures documenting coal contract .
managementprocesses can be developed or improved. In its testimony in Docket E-
01345A-05-0816, in response to this recommendation, the Companycommitted to review
its procedures forcoal contract management administration and incorporate detail as
necessary to reflect its managementprocesses currently in place.7

Status: IN PROGRESS

The CoMpaNy is currently preparing specific desk instructions and detailed.
.process flowcharts that describe Cholera, Four Corners, and Navajo cod and coal
transportation contract management, procurement, and administration processes. These
procedures will focus on recurring contract management activities and will be utilized by
Fuel Procurement employees assigned .to coal strategies. For Cholla coal supply
activities, where additional procurement in conjunction with the long-term contracts may
be appropriate, non-routine purchases and transportation management will be addressed
separately. The Company expects these procedures to be prepared by mid-October 2007.

4 See Liberty Report, p. 30.
5 See LibertyReport, p. 7.
6 See Liberty Report,p. 23.
7 See Rebuttal Testimony of John R. Denman in theRate Case, filed September 15, 2006, page 3.

E
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STAFF RECOMMENDATION #2

Conclusion: The Company's procedures for accepting offers of gas supply are
not sufficiently formal.

Recommendation: Audit and revise procedures for acceptance of offers for gas
supply.

CompanyResponse: ACCEPTED \

Discussion:

The Company's gas supply is purchased by traders in one of two ways: by
accepting pre-approved supplier offers posted on an electronic trading platform; or by
person-to-person telephone calls to those same pre-approved suppliers. The purchase
process includes some oversight in that Company traders confer with each other prior to
the acceptance of an offer, and agreed upon prices are spot-checked against other 08ers
and against price-reporting services. The Liberty Report concludes that the oversight
process is not swliiciently formal for expenditures that routinely total in the millions of
dollars per n1onth.8 .

Although the Company's testimony in the Rate Case adds that telephone
conversations are recorded for audit purposes, and computer transactions utilizing easily
discernible market values are sufficiently transparent, the Company agrees that oversight
procedures can be enhanced and formalized through written procedures.9

Status: COMPLETE

In direct response to Liberty's recommendation, APS has implemented a detailed
gas supply audit program in order to monitor gas procurement activities.

Specifically, APS expanded its review process to compare its transacted physical
gas prices to market prices through the use of prices captured each hour by an electronic
trading platform. Transactions made by APS that are found to fall outside these market
parameters are noted by the Compliance Manager and reviewed With the individual trader
and Portfolio Manager. In the event the trader has not transacted within the market
parameters under generally accepted circumstances, the trader is subject to the terms for
trading violations as documented in the Company's Energy Risk Management Guidelines
(a voluminous document that has been provided and reviewed by ACC Staff and
Liberty). In addition, the Compliance Manager has systematically undertaken a weekly
'audit process of all physical gas transactions for APS.

The procedure for the APS Marketing and Trading (APSM&T) Gas Pricing Daily
Audit follows.

8 See Liberty Report, p. 31.

9 See Rebuttal Testimony of Thomas J. Carlson in the Rate Case, tiled September 15, 2006, p. 14.
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FUEL A UDITIMPLEMENTA TION REPORT

STAFF RECOMMENDATION #3

Conclusion : Available summaries of the board members' backgrounds show
sufficient experience in matters relevant to utility fuel and energy
management; however, Liberty was not able to determine through
interviews with them what specific knowledge and experience they
bring to bear or what values, criteria, performance indicators,and
critical decision/judgment points they apply.

Recommendation : Secure an understanding with APS thatCommission auditing
includes access to members of the board of directors.

Company Response: ACCEPTED

Discussion:

The Liberty Report states that Sufficient information was available, through board
meeting minutes and review of member experience, to conclude that APS boardmembers
receive adequate information through regular reportingchannels regarding fuel and
energy matters. It alsoconcluded that there is no reason to believe that an oversightgap
exists or that a cost concernis warranted.10 However, Liberty wouldhavepreferred to
discuss operationsand management of iiuel issues directly withboard members.

In Decision No. 69663 (June 28, 2007), the Commission included the following
language that addressed the issue ofaccess to the Board of Directors: "APS should .
permit access ro its Board of Directors in any future audit or prudence review conducted
by Stajfat the Commission 's request. The Company bears the burden of providing the
Commission information essential to develop the evidentiary record sujicientfor the
Commission 'sconsideration fan issue particularly where the issue involves
performance evaluations that may result inan impact on rates or disallowances. " 11

The Company agrees that the Commission has the authority toaccess members of
the APS Board of Directors; its subpoena power is identical to that of the Arizona courts;
However, consistent with governing law in this area, which applies equally to Superior
Court and Commission proceedings, APS anticipates that such access would, as a general
rule, be limited to those circumstances where the board member sought to be interviewed
has unique, personal knowledge of the subject at issue and less intrusive means are not
available to the auditor to obtain the information being sought.12

10 See Liberty Report,p- 32.
.11See Acc Decision No. 69663, Finding of Fact 138 at p. 152.
12Policy concerns related to accessibility to board members include confidentiality concerns regarding
corporate activity and the prevention of a chilling effect on the duties and responsibilities of board
members to make internal policy decisions and to engage in self-critical analysis of corporate actions
without fear of unwarranted and unnecessary public disclosure.
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Status: C O MP LE T E

To implement the Liberty Consulting recommendation, the Company suggests the
following process:

If, during an audit or prudence review conducted by Staff at the Commission's
request, Staff determines that access to a member of the board of directors is
necessary to develop the evidentiary record, Staff will request an interview in
writing specifying why the particular Board member has unique or superior
knowledge of the information sought. The Company will then make reasonable
inquiry and M11 act in good faith to comply with Staff's request, and will notify
Staff either: 1) that APS will to schedule a mutually convenient date and time to
meet with the member of the Board who has personal lmowledge of the
information sought; or 2) that the Company believes there are other available
sources where the information could be more fully and less obtrusively obtained.
In the latter case, APS will provide to Staff or its consultant these other available
resources.

Should the Staff continue to believe that direct access to an APS board member is
necessary toobtain the sought after infonnation, this issue wouldbe treated in a
manner consistent with other discovery disputes.

L/

I'

1

Pa ge  7
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III. FUEL MANAGEMENT

S T AF F  R E C O MME NDAT IO N # 1

Conc lus ion: Manual processes in handling coal weight information are not
efficient.

I

Recommendation: S tre a mline  the  proce dure s  for ha ndling of informa tion on coa l
we ights .

Company Response: ACCEPTED

Dis cus s ion :

The Liberty Report found that the Company's processes for handling coal weight
information rely on multiple manual data handling steps where there is the possibility of
entry Of 'incorrect data into relevant computer progr8uuns.I3 The report concludes that this
manual style of data collection is inefficient. The report suggests that electronic transfer
of data could eliminate multiple steps in the process, however, the report does not
specifically recommend automating the transfer of coal weight data into the appropriate
computer system, although it notes that some other utilities have implemented such a
process.

The COmpany agrees that the manual process used for handling coed weights for
sample analysis at the time of the audit should be reevaluated. In its testimony in the
Rate Case, the Company also agreed that the automation of load weight data appears to
have merit.. The Company will evaluate available automation methods and implement
those that are found to result in a positive cost benefit."

Status: IN P RO G RES S

The Company has reviewed its current process for handling coal weights and
analyzing coal samples. Results of this review are as follows:

At the Cholla Generating Station: For coal received from the McKinley mine, it
is not practical to make major changes to the process as receipt of coal from this location
will cease at the end of 2009. For future ongoing receipt of coal at Cholla from the Lee
Ranch/El Segundo mine complex, the review determined that electronic transfer of data
will add benefit and efficiency. Activities are underway to put this process in place by the
end of 2007. A management summary report will be issued during the first quarter of
2008 to document these changes.

13 See Liberty Report, p. 50.

14 See Rebuttal Testimony of John R. Denman in the Rate Case, tiled September 15, 2006, p. 3.

o
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At the Four Corners Generating Station: The process to track coal weight, as
stated in the Liberty report, has resulted in performance to contract requirements. Vendor
compliance is verified regularly and APS has effective communication with vendors on
coed weight issues. The Company has evaluated the automation of its processes at Four
Corners and did not ind a cost benefit associated with changing the existing process at
Four Corners. As noted in the Liberty Report, the Company's procedures for taking coal
samples at the Four Comers Station are sound.l5

15 See Liberty Report,P- 5 I.
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The Cholla inventory target for 2007 was documented in a letter from the Director
of APS Fuel Procurement to the Cholla Plant Manager dated January 23, 2007. The
inventory target for Regular Coal (excluding low sulfur coal) is basedon a McKinley
Regular Sulfur Coal inventory target of 255,000 tons, in addition to the Alternative Coal
target of 48,600 tons. This results in a total Regular Coal monthly inventory target of
303,600 tons for 2007. This total is slightly greater than the 297,500 tons required for-35
days of full load burn operation at approximately 8,500 tons perday. The 2007 inventory
target letter is attached here, redacted for coniidentiad contractual information.

The Liberty Report states that an appropriate reduction of cod inventory was
recently implemented at the Cholla Generating Station. However, the report concludes
that the inventory target level set as a result of that reduction for one type of cod, the
Regular Coal, is too low for planned inventory needs and is, in fact, not the inventory .
level that the station was consistently managing to at the time of the audit.l6 It concluded
that the Company's inventory practice was more appropriate than its target, and the then
effective target of 25 days should be revised to reflect the practice of a 35 day target."

Themonthly target inventory level is typically confirmed annually with the
Cholla plant management during the development of the fuel budget and annual operating
plans. This process includes an evaluation of contracted Commitments for coal supply
and rail capacity as well as projected coal burns.

In its testimony in the Rate Case, the Company stated that the Fuel Procurement
department would work with Cholla Station management to review the inventory targets
and adjust them to reflect the appropriate inventory practice."

Discuss ion:

Recommendation:

Company Res pons e : ACCEPTED

Conclus ion:

Status: COMP LETE

The Fuel Department appropriately manages coal inventory, but its
recent reduction in the inventory target for Regular Coal at the
Cholla Station has been too large.

Revise the inventory target for Regular Coal at the Cholla Station
Hom 25 days of supply to 35 days of supply.

S TAFF RECOMMENDATION #2

FUEL AUD1T1MP LEMENTAT1ONREP ORT

.A s imila r ana lys is  of the  appropria te  inventory ta rge ts  for the  Cholla  P lant will be
completed each year.

16 See Liberty Report, p. 52.

17 See Direct Testimony of John Antonuk in the Rate Case, filed August 18, 2006, p. 13.

is See Rebuttal Testimony of John R. Denman 'm the Rate Case, tiled September 15, 2006, p. 4.
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STAFF RECOMMENDATION #3

Conclus ion: APS's historical approach to [natural] gas supply management is
typical, but current circumstances constrain its ability to address
changes from full-requirementsservice from the pipeline.

Recommendation: Conduct a comprehensive analysis of [natural] gas purchasing and
management under ELP's revised rate structure, and report to the
Commission.

Company Response: ACCEPTED

Discuss ion:

The Company's main gas transportation supplier is El Paso Natural Gas (ELP).
Changes in ELP's load centers, and the emphasis of unbundled service and pricing at the
Federal Energy Regulatory Commission (FERC) over the past several years, have
resulted in a new pricing Structure at ELP that will significantly increase the Company's
price for this essential service. The Liberty Report concludes that, unless the Company
ends ways to bypass some of ELP's newly-specialized services, it has little option but to
pay the extra cost for gas transportation.19 The report recommends that the Company
analyze facilities additions and other changes that would have the elect of lowering its
transportation requirements, and recommends that the Company tile with the ACC a
report analyzing the impact of the new prices and possible alternatives within a year.2°

The Company agrees that the unbundling of its fullrequirements agreement Mth
ELP willcreate a substantial shift in pricing structure. The Company testified in the Rate
Case that it had already begun the process of reviewingalternatives tO future natural gas
pipeline transportationand the associatedcosts,such ashigh deliverability natural gas
storage and liquefied natural 838.21

Status: IN P ROGRES S

As of the writing of this report, the ELP rate case before the FERC is pending
settlement. An order is expected sometime during the fourth quarter of 2007. Once the
price structure and fees for future gas transportation costs are final, the Company will
conduct a comprehensive analysis on the impact of these costs to both the Company and
its customers. In the interim, initial reviews of various price and fee scenarios, along
with detailed analysis of natural gas pipeline costs and options for minimization of these
costs, are in progress. The Company expects to complete and file the recommended
report by the third quarter of 2008.

19 See Liberty Report, p. 53.

20See Liberty Report, p. 54.

21 See Rebuttal Testimony of Thomas J. Carlson in the Rate Cao, filed September 15, 2006, pp. l2~13.

E

e

Page  12



£1
FUEL AUDITIMPLEIIENTATION REPORT_

in-ul

In addition, the Company's participation in the Transwestem Pipeline Project as
discussed in ACC Docket No. E-01345A-05-0895 may provide relief &om expected
increases in cost as a result of the ELP rate case before the FERC. As required in
Decision No. 68597, the Company provides status reports to Commission StaE every six
months on the progress of the pipeline.

f
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Consequently, the report suggests that a dialogue should take place with
stakeholders and with the Commission to determinewhat thegoals of the Company's
hedgingprogram shouldbe and to what extent prices should behedged. Even if it is
ultimatelydetermined that nochanges are necessary, a common understandingof the
program's operationwill bepromoted."

The LibertyReport states that aconsequence of the primarygoal of price stability
of the Company'shedge program is that thosecosts subject to hedging will not decline
rapidly if marketprices go down. Althoughtoday's hedged positionsare preventing .
risingcosts, the same positions will preventcosts Homgoing down in times of falling
market prices. The report states that the Company has tried to prepare its stakeholders for
this possibility, but the report suggeststhatthe matter deserves more extended
discussion."

The Company concurs that theprimary goal of its hedgingprogram is price
stability. This measured approach to hedging helps customers largely avoid the
turbulence that can occur in volatile short-term energy commodity markets." The
Company also acknowledges that this goal may prevent costs from going down for that
portion of fuel cost that has been hedged in exchange for minimizing some of the

Recommendation:

Dis cus s ion :

inherent risk of energy marketplaces. 5 Finally, the Company agrees that a discussion of
the hedging program with stakeholders and the Commission is worthwhile.

Conc lus ion:

Com pa ny Po s itio n :

W. IIEDGING AND RISK MANAGEMENT

AC C E P T E D

Engage stakeholders in a discussion of hedging program
objectives. °

[While] the Compa.ny's hedging program has been successful in
meeting its primary objective, [it] will, however, prevent costs
from falling.

STAFF RECOMMENDATION #1

FUEL A UDITIMPLEMENTA TIONREPORT
II I

Status: IN P RO G RES S

There is a detailed discussion of the Conlpany's hedging practices in the Liberty
Report.26 As a part of its testimony in the Rate Case, the Company also provided a

22 See Liberty Report, p. 78. '
23See Direct TesMony of John Antonuk in the Rate Case, tiled August 18, 2006, p. 18.

24SeeRebuttal Testimony of Thomas J.Carlson 'm the Rate Case, filed September 15,2006,p. 4.

25 See Rate Case Transcript Volume VI at 1314 [Carlson].

26 See Liberty Report, pp. 67-72, 76-78, 80.
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In

detailed discussion of its hedging programs, including the primary goal and the risk
management incorporated in the prog1ram.27

In addition, the Company intends to meet with customer group representatives in
the upcoming months to obtain input regarding the program and customer preferences.
The Company will report to the Commission Staff regarding these meetings.

_

27 See Rebuttal Testimony of Donald E. Brandt in the Rate Case, filed September 15, 2006, pp. 45-47.

_I
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STAFF RECOMMENDATION #2

Conclus ion: The segregation of utility and non-utility [trading] activities is not
as complete as it shouldbe.

Recommendation: Report to the Commission on the future plans for non-utility
[trading] activities.

Company Position: ACCEP TED

Discuss ion:

The Liberty Report lists a ntunber of concerns regarding non-utility trading
activities undertaken by the Company, including physical separation of traders, risk
metrics for utility activities, and significant internal auditneeds. Liberty recommends
that the Company physically separate its utility and non-utility activities and promptly
complete ongoing efforts to ensure there is no non-utility use of utility resources or
opportunities." However, the report also acknowledges that the Company intends to shut
down non-utility activity when the last full-requirements contracts have expired iii mid-
2008, which would negate the need for such separation."

In its testimony, the Company notes that revisions to its Code of Conduct required
adoption of new policies and procedures designed to increase separation between utility
and non-utility activities. The Company cormnitted to limit non-utility trading activities
to managing and tenninating existing non-utility wholesale contracts, and reported that
the then expected end date of these activities was May of 2008.30 In addition, prior to
that time, the Company intended to implement additional physical separation and controls
to respond to this recommendation. The Company testified that those additional
measures were expected to be completed in November of 2006."

Status: IN P ROGRES S
(
J

Consistent Mth the Liberty Report and its Rate Case testimony, the Company
continues to work towards the elimination of remaining non-utility activities with the
expiration of the last non-Company Ml-requirements contracts in mid-2008. In 2007,
Pinnacle West Marketing and Trading sold a number of its non-utility gas and power
commodity positions to Morgan Stanley, subject to approval of that transaction by FERC.
On August 16, 2007, FERC approved the transaction, and the Company hopes to have the
transfer of those positions to Morgan Stanley completed by the fourth quarter of 2007.

is See Direct Testimony of John Antonuk in the Rate Case, tiled August 18, 2006, pp. 15-16.
29See Liberty Report, pp. 78-79.
30 See Rebuttal Testimony of Donald E. Brandt in the Rate Case, tiled September 15, 2006, p. 48.
31 See Rebuttal Testimony of Donald E. Brandt in the Rate Case, filed September 15, 2006, pp. 48-49.
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I

Attached is the Company's Code of Conduct Policy No. 11, Provision of Trading
Floor Services by APS, which addresses the separation and reporting issues cited in the
Liberty Report. In addition, physical separation of the Company's utility and non-utility
traders was accomplished by October of 2006 The non-utility trading desk is located in a
separate area of the trading floor out of view from the utility traders. All personnel on the
trading floor have been extensively trained on the appropriate Code of Conduct .
requirements and the consequences of violations in the segregation of utility and non-
utility activities.
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Purpose:

The pvnpose ofthis policy is to ensure thatAPs eonnylies withtheTr1udingFlooneq\1iremeln1sin
the Code of Conduct if it provides Trading Desk Services to Pinnacle West;

Appuabmxy:

DeskSavieestoPinmacleWest.

Policy:

1. Provision of Trading Desk Services to Pomade West

Arsnmypmaviuemmgn=k wmwp'mad=wmonlyifmefoawwiug

(A) Trading DeSk Services t<> Pinnacle West shall be proirideé <1mly by APS Pinnacle
West Traders.

Pap2of4
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3.

2.

4.

ANS shall maintain distinct Tiadilng Books for Pinlnaele Wee wholesale power
transactions and APS wholesale power Uansacticms. These Trading Books slnlall reflect'
the parties involved 'm a wholesale power transaction, including the beneiidd owner of `
tanmcNonifawholesalepovvaoommactisheldinadiffaentname.

Accounting Requirements

IfApssenllsenergorcapacitytoaComnpedtiveB1ecuicA.$iia!e,thesalemustbean
AIm's Length Transition regardless of wheeler it is armde undo a FERC~appwved
MamkdBasedR,aWeTaxMoracost-basedxate.

Purelamses of Power iron a Competitive Electric A.f§llate

IfAP'S buys energy or capacity from a~Com1npetitiveElectric A$}iate, the pwchausee nsmst
comply with APS's Competitive ProcurementPolicy.

(G)

Sake of Power to a Competitive Electric Amliate

(F)

(B)

(C)

(D)

(E)

AnyAPS ennploryeewi:osupavisesAPSP1innac&eWestTradersshalinctpmovide
r1adi1ngD¢sxsetvi<=¢sf<»Aps,maanc0susass0¢iam:¢=dvvia1supe~3singAps
P'i:mac1eWedTxa~ders shalIbealloc1ate~ds1|chthm|:tAPSmaterpayealsdonot
subsidize the costs ofAPS Pinnascle WestTmde11s.

Allcos$ofprovidingsucM'II18&1agDdkSavicessilailbeallocatedsuchthat
APS naxqayus donut subsidize the costs of providing any mon-Aps Tia&ng
Desk Savices.

Allcosts ofprovidingSuppoutServioesand1&ansmi:sdou-RdatedServicesslhall
beal1ocatedsl1chtl1atAPS11|Wepay2Is donotsubsidizethecoslx ofpmwoviding any
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APS PinnacleWestTnadas shalinotprovide'I&adingDleskServicestoAPS.
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5. Training Requirements
L

Eac&xyear,APSshal1UainaHAps pinnac1eWestT1adersandal1APSTradusrega|1&ng
theCode ofCcaudud.Atthcconciusdonofsuchh'atini1nlg, eache1rnnpIoyeetIai1neds&lal1sig1
aca1i§ca§ontI:mheorshewiilnotbehcon¢uit&rinupwcpa1y sharing infcummlion.
APS's Regulatory Compliance Depwulixunmtshall retain such certiicadons for three years
&omnncerti5cation.

-

8 4 4 4 4
Rev.07/2006
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v. PLANT OPERATIONS

STAFF RECOMMENDATION #1

Conclusion: APS is not sufficiently reflecting the high net replacement power
costs in its economic evaluations related to minimization of outage
costs or spare parts procurement.

Recommendation : Prepare and execute an action plan that will improve economic
evaluations related to minimization of outage time.

Company Response: ACCEPTED

Discussion:

The Liberty Report concludes fat the Company does not sufficiently consider net
replacement costs when its conductsplant operationevaluations, specifically inthe areas
of sparepart evaluations, minimizationof outage costs andtime throughequipment
redundancy and replacement evaluations,and early replacementof equipment." The
report suggests that there is likely tobe significant future value in reducingthe duration
of the Company's gas unit outages as every indication shows thatmarket replacement
power costs are steadily increasing."

In its testimony in the Rate Case,the Company agrees that net replacementpower
costs should be consideredin spare part evaluation. Replacementcosts are already a part
of thoseevaluations. Capital spare parts arejustified and purchasedfor inventory based on
an economic evaluationthat uses differential fuelcost and projected loss of generation,
among otherconsiderations such as expected purchase lead time and expected time
betweenplanned maintenance.

In addition, the Company follows a process of scheduling required planned outages
using a production cost model that produces the least cost replacement power for the
system. These outages are planned tomintimize outage time in Order to minimize
replacement power cost." However, the Company realizes that this process had not .
previously been formalized for Fossil Generation personnel.

32 See Liberty Report, p- 105.
33 See Liberty Report, p. 103 .
34 See Rebuttal Testimony of John R. Denman in the Rate Case, filed September 15, 2006, p. 7.
35 See Rebuttal Testimony of John R.Denman in the Rate Case, filed September 15, 2006, pp. 6-7.
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COMPLETE

Managerial Policy A-13, Economic Evaluation of Unit Outages/Unit Curtailments
has been developed to document the economic evaluation process for Fossil Generation
That policy is attached in the following pages

In addition, the Company has evaluated all systems at base and intermediate load
units with the objective of identifying spare parts and spare equipment needs. Spare parts
and equipment have been purchased according to these risk, time and cost evaluations
which were conducted in accordance with Fossil Generation Managerial Policy A-6
Inventory Management, also attached in the following pages
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Managerial Polices
Fossil Generation
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STAFF RECOMMENDATION #2

Conclus ion: The use of a 50/50 load forecast, coupled with the fast growth of
the Phoenix Load Pocket, and system constraints of the Phoenix
Load Pocket, makes achievement of targeted reserves less certain.

Recommendati O11 : Analyze system reserve calculations using both a 50/50 and 90/10
load forecast, incorporating the constraints of the Phoenix Load
Pocket. .

Company Response: ACCEPTED

Dis cus s ion:

The Liberty Report notes that the Company carries a system reserve of between
12 and 15 percent and assumes that scheduled construction projects are completed on
time. The report suggests that, if project completion times are not met, and given the
uncertain weather stress experienced in the Phoenix area, the ability to maintain
consistent reliability levels using reserves determined by a 50/50 load forecast may be
called into question." The utilization of a 90/10 load forecast methodology for system
reserve determination, coupled with the 50/50 methodology currently prepared, may
provide more appropriate results."

Company testimonynotes that 90/10 load forecasts have beenprepared and
analyzedas part of the Company'spast routine sensitivity analyses. Although the risks
of exceeding the currently prepared 50/50 load forecast in the area of system reserves are
well understood, the Company will seek ways to incorporate the 90/10 forecast more
formally."

Status: C O M P LE T E

The Conlpalny's Load Forecasting Department prepares a 90/10 load forecast
regularly as a sensitivityanalysis during their annual forecastpreparation. The "base
case" 50/50 forecast, along with all sensitivity analyses including the 90/10 forecast, is
provided to the Transmission Planning Department to assist in the discussionof system
reserve requirements and the constraints of the Phoenix Load Pocket. These forecasts are
also reviewed in the Company's annual meeting with Salt River Project where system
reserve strategies for the Phoenix LoadPocketare discussed.

36See Liberty Report, p. 105 .
37 See Liberty Report, p. 107.

so See Rebuttal Testimony of Peter M. Ewen 'm the Rate Case, filed September 15, 2006, p. 26.
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As is stated in the Company's testimony in the Rate Case, boiler tube leaks on
coal tired generating units are generally the major contributor to lost generation for the
type and vintage units owned by the Company. New applications of boiler maintenance
procedures and upgraded materials are continuously reviewed and researched in order to
anticipate and reduce boiler tube leads. Based on the comprehensive boiler tube leak
reduction program that is in place at the Company (for the Four Corners units) and at Salt
River Project (for the Naveqo units), planned boiler component replacements are
performed at each planned outage." Justification of boiler component replacement is
based on several factors, but the primary factor has always been fuel cost differential,
which takes into account replacement power cost. .

The LibertyReport notes that, in 2005, boiler tube led<s accounted for 42 percent
of the need for replacement power. As replacementpower costs are high and expected to
continue to rise, the reportsuggests that studyingMeans for reducing such outages is
worthwhile in an effort to minimize cost." Any suchstudy should include the effects of
replacingboiler sections of these units"

Dis cus s ion :

Co m p a n y Re s p o n s e : A C C E P T E D

Conclus ion :

Recommendati on z

.Major scheduled outages at the caseload coal plants have had an
appropriate length; however, outages at someof these plants from
boiler leaks account for a conspicuously high percentage of net
replacementpower costs associated with these units.

Evaluate the replacement of boiler sections at Four Comers #5,
Navajo #2 and Navaho #3 in light of current high net replacement
power costs.

STAFF RECQMQMENDATIQN #3

FUEL AUDITION/IPLEMENTA TION REPORT_

a

Status: COMP LETE

The Company continually evaluates the replacement of boiler sections in the
referenced units as a part of a comprehensive boiler tube leak reduction program that has
been in place since March of 2000, in which boiler component replacement is justified
primarily on fuel cost differential, which includes replacement power cost.

Attached is Fossil Generation Managerial Policy O-1l , Integrated Boiler Tube
Failure Reduction/Cycle Chemistry Improvement Program for Coal Units, the boiler tube
leak reduction program mentioned above.

39 See Liberty Report, p. 106.
" s e e Liberty Report, p. 107. . .
41 See Rebuttal Testimony of John R. Denmanin the Rate Case, tiled September 15, 2006, pp. 8-9.
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STAFF RECOMMENDATION #4

Conclus ion: The  leve l of opera tor and maintenance  e rrors  a t Four Corners  Unit
#3 and Nava jo Unit #3 is  high-

Recommendation: Conducta centralized review ofoperator and maintenance errors at
APS base-loaded coal plants and at Navajo, in order to assure that
root causes are beingcorrectly identified and addressed;determine
the reasons why sucherrors appear to be concentrated atFour
Comers Unit#3 and Navajo Unit #3.

Company Res pons e : ACCEPTED IN PART

Discuss ion:

The LibertyReport states that their review of fossil plantoutages revealed that the
number ofoutages caused by operator or maintenance errors appeared unusual, and that
these outages were concentrated at Four Corners Unit #3 and Navajo Unit #3. Iii light of
this fact, the report suggests that the true root causes of these outages may include
insufficientpersonnel or insufficient management support of the trainingprocess, and
that theroot causes for these errorsneed review.42

In its tesMony in the Rate Case, the Company notes that it is important to clarify
that all outages at all its plants are already investigated to find root cames. Daily reports
are prepared and reviewed for both Four Corners and Navajo on plant operation and
status, and monthly lost generation reports are also prepared and reviewed. Four Corners
reports are reviewed with plant management. Fossil Generation personnel attend
quarterly meetings of Navajo plant owners where Salt River Project, the operating agent
for the Navajo plants, provides and reviews detailed information about all aspects of plant
operation." For the reasons given in that testimony, the Company does not agree that
there is an unusual pattern of operator errors at Four Corners Unit #3 and Navajo Unit #3 ,
and believes that the current practice of root cause analysis, with follow-up corrective
actions if needed, provides adequate information to keep performance errors to the lowest
level possible.44 .

However, the Company does not object to conducting a centralized review of the
Fossil Generation Department existing rootcause policies and procedures.

42 See Liberty Report, p. 99.
43 See Rebuttal Testimony of John R. Denman in the Rate Case, tiled SepteMber 15, 2006, pp. 9-10.
44 See Rebuttal Testimony of John R Denman in the Rate Case, tiled September 15, 2006, p. 10.
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Status: COMPLETE 9

Fossil Generation Department personnel have conducted a centralized review of
all 2006 outages and events at the Four Corners, Cholla and Navajo generating plants.
Appropriate root cause evaluations have been undertaken or are completed, and
corrective actions have been identified and are being implemented. As part of this
review, the department's existing root cause policies and procedures were reviewed with
plant management and updated and/or enhanced as appropriate.

Root ca us e  re vie w for fos s il pla nts  a re  conducte d unde r the  following thre e
policie s , e a ch of which a re  a tta che d in the  following pa ge s  :

1. Managerial Policy A-3: Incident Reports
Attached here with the root cause decision tree utilized in
accordance Mth the policy.

2. Managerial Policy A-9: Lost Generation Analysis and Report
Attached here with a sample report format.

3. Managerial Policy 0-16: "Root Cause" Investigation
Attached here.

1
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Each Plant Manager will develop, establish and maintain a "root muse"incident
investigation and reporting system which will provide a timely record of any
unusual or serious operational maintenance incidents which occur in the Plant,
adjacent Switchyards, and support facilities. The "Bobby Jones" (BJ)
Investigation template shou.Id be the basic investigation system used across
Fossil to determine "root cause". The reporting system will require that incident
investigation take place for equipment damage, unexplainable unit trips, operator
or Maintenance error, personal injury, or any other incident that may require
investigation.

Managerial Policies
Fossil Generation

Subject:

Investigation results shall be used to help the Plant organization improve its
overall level of performance. Level fAction Plans will be developed for follow-up
as required to bring closure to the incident to the incident.

No.

Date:

A l

01I29181; Rev. 02/24/00

INCIDENT REPORTS

FUEL A UDIT IMP LEMENTA 77on REP ORT
In

Signed: John R; Denman

I
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Crea ting  a  S implified  Fault
Tree  for Root Caus e  Analys is

FUEL AUDITIMDLEAENTATIONREPORT

Ye s

Ye s

The "Bobby Jones" Investigation Template
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Managerial Policies
Fossil Generation

6n5/98: Rev. 05/03/07

Subject: LOST GENERATION ANALYSIS AND REPORT

Each coal plant, Redhawk and West Phoenix Combined Cycle
Units are required annually to prepare a lost generation report for
each unit indicating major equipment area impacted, megawatt
hours of lost generation, equivalent availability lost in %, and root
cause

From this report, determine the areas with the most lost generation
and using the root Cause, determine an action. plan to alleviate, or
minimize, future lost generation. The action plan must indicate
major action steps, target dates and responsible individual

The calendar year Lost Generation Report is to be submitted to the
Vice President, Fossil, by the end of the first quarter, March 31st
each year

Quarterly Lost Generation update reports are to be submitted by
the 30'" of the month following the quarter using the same report
format with progress status on the remedial action plans

See the attached sample report for format

Signed: John R. Denman
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Managerial Policies .
Fossil Generation

No . O-16

Date: 05131101; Rev. 07/08/02

"ROOT CAUSE" INVESTIGATIONSubject:

PURPOSE

To ensure the safe, reliable operation of our Fossil plant facilities and to
help manage the resources required to operate and maintain our facilities.
The following guidelines will be used at all of the facilities, to investigate
unwanted event happenings which result in either personnel accidents,
serious equipment damage, or sizeable generation curtailments.

OBJECTIVES

• To help reduce accidents to personnel and equipment by investigating
unwanted events to establish Root Cause, taking necessary corrective
actions and performing necessary organization communication to avoid
repeat events in the future.

• To help manage future resource requirements because recurrence of
unwanted events is reduced. ,

• .To help reduce EFOR and, therefore, increase the reliability of our
facilities due to reduction in the amount of lost generation resulting from
unwanted events.

GUIDELINES

Each facility will perform a formal or informal Root Cause Analysis of the
following unwanted events and follow-up with required corrective actions
based on correctable opportunities found:

.I
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FORMAL: If the unwanted event leads to serious personnel injury or
serious equipment damage, and/or large amount of lost
generation, and the Root°Cause is not clearly understood, a
fomlaI Root Cause team investigation will be performed.

INFORMAL: If the Root Cause of an unwanted event is clearly
understood, and all of the correctable opportunities are
understood, then a single person investigation and
documentation is all that is required.

UNWANTED EVENTS

• Any personnel injury that is recorded on the OSHA Log or is considered a
serious near miss.

• Any unexpected equipment damage which results in the event meeting
the accidental damage reporting requirements of the ACC, or is an

. unexplained failure which needs explanation to ensure future equipment
reliability. .

• Any unwanted operational or maintenance event which resulted in loss of
generation equal to or more than the sum of 50% of the unit net accredited
rating for eight hours and or an unexplained unit trip.

•

\

Any planned overhaul delay which results in the loss of unit generation
equal to or more than 5% of the original scheduled duration.

• Any generation protection system disoperation which meets the reporting
requirements as stated in Fossil Generation Managerial Policy O-15.

REPORTING

Each facility will maintain a record of the Root Cause performed, with supporting
documentation, actions taken to prevent a repeat of the unwanted event, and
records of organizational communications concerning Root Cause findings and
recommendations. A summary log of the Root Cause Analysis performed and
brief outline ofhndings and actions taken will be provided to the Vice President of
Fossil Generation every six months, or as requested by the Vice President.

Signed: John R. Denman
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West Phoenix Unit #5 complies with all root cause analysis requirements. These
requirements have been reviewed and updated where appropriate, and are included in the
analysis of Plant Operations Staff Recommendation #4 earlier in this report.

The Liberty Report states that the Company is considering implementation of the
fossil wide root cause analysis policy at West Phoenix Units #4 and #5, and recommends
that the analysis should be implemented.45

In the Company's testimony in the Rate Case, it stated that, at the time of the
report, West Phoenix Unit #5 was already required to comply, and does comply, with the
same root cause analysis reqLu°rement that applies to the remainder of the Company's
fossil generating plants.46

Dis cus s ion :

Status:

Co m p a n y Re s p o n s e :  ACCEP TED

Recommendation:

Conclus ion :

COMP LETE

Implement for West Phoenix #5 the requirement for root cause
analysis when generation is lost.

Improving West Phoenix Unit #5 availability is important to the
dispatch and keeping net replacement power costs at minimum
levels.

STAFF RECOMMENDATION #5

\

III II II

FUEL A UDIT IMPLEMENTA TION REPORT
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45See Liberty Report, p. 102.
46See Rebuttal Testimony of John R. Denman in the Rate Case, filed September 15, 2006, p. ll.
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VI. PURCHASED POWER AND OFF-SYSTEM SALES

STAFF RECOMMENDATION #1

Conclusion(s): The APS internal documentation separating the activities of utility
versus non-utility electric power trading is sufficient, but the
external data presented in FERC forms does not make the
appropriate distinctions between this information.

The APS and non-utility trading operations are not sufficiently
physical ly segregated..

Recommendation: Clearly segregate utility and non-utility trading in all operations
and reporting to ensure that utility trading is conducted to
.maximize utility opportunities.

Company Response: ACCEPTED IN PART

Discussion:

This recommendation is very closely related to the discussion in Hedging and
Risk Management Staff Recommendation #2 regarding the separation of utility and non-
ut i l i ty activities. The Liberty Report concludes that, in some publicly available
documents, specifically FERC Form l, electric power purchase and sale data related to
both regulated and unregulated APS activities is not delineated sufficiently."

In addition, Liberty notes that the Company's utility and non-utility traders
operate in the same markets and with common counterparties, but do so without physical
separation, which Liberty believes creates too great a risk ofopportunity for sharing
betweenindividual tradersand fails to assure clear separationof trading activities.4

The Company has acknowledged that one trading floor provides the site for
wholesale trading for both utility and non-utility trading. Separation issues were
addressed in Code of Conduct proceedings at the Commission after the Liberty Report
was issued. Policies and procedures adopted in those proceedings prohibit traders who
handle the Company's system from providing trading services for affiliates." At the time
of the testimony, the Company had already begun the implementation of additional
physical separation and controls to respond to this recommendation."

47 See Liberty Report, p. 121.
is See Direct Testimony of John Antonuk in the Rate Case, filed August 18, 2006, p. 15.
49 See Rebuttal Testimony of Donald E. Brandt in the Rate Case, filed September 15, 2006, pp. 47-48.
50See Rebuttal Testimony of Donald E. Brandt in the Rate Case, filed September 15, 2006, p. 48.

.r
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Status: COMPLETE

The Company's Code of Conduct Policy No. 11, ProvisiOn of Trading Floor
Services by APS, which addresses the separation and reporting issues cited in the Liberty
Report, is attached to Staff Recommendation #2, Hedging and Risk Management, earlier
in this report. The Company's implementation of additional separation and controls i s
also addressed in that Section.

With regard to FERC reporting, the Company follows dl applicable reporting
requirements for each of the varied FERC forms that it files. The FERC does not
recognize, for reporting purposes, a distinction between utility and non-utility activities.
As the Liberty Report aclmowledges, the Company's internal documentation separating
the activities of utility versus non-utility electric power trading is su;Eticient.51

I n addition, as mentioned in Staff Recommendation #2, Hedging and Risk
Management earlier in this report, the Company is moving to eliminate its non-utility
activities. .

I

51 See Liberty Report, p. 121.
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STAFF RECOMMENDATION #2

Conclusion PWCC made some inappropriate commitments to trades using
utility assets in 2005; but APS has eliminated them, transferred
their margins to the utility account of APS, and begun changes to
prevent the future use ofutility assets by affiliates

Recommendation: Complete the process of preventing future affiliate use of utility
assets and examine means for continuing transmission optimization
transactions through some form of sharing mechanism

Company Response:  ACCEPTED

Discussion

The Liberty Report states that an improper use of a utility transmission path by
traders at Pinnacle West Capital occurred in 2005, although acknowledges that after
Company personnel became aware of this unauthorized use, any margins secured Hom
these transactions were properly credited to utility accounts." At the time of the report
the Company was in the process of implementing internal procedures that will preventla
recurrenceof this or any similar use of utility resources by affiliates' The report do
states that, while it is inappropriate for the Company to conduct transmission optimization
transactions because of inherent nature market risk, there may be means for an
arrangement between parties that would carry only a moderate level of risk yet still be
profitable for the utility

The Company noted iN its testimony in the Rate Case that the Company's Code of
Conduct would include policies and proceduresgoverning the trading floor and would
prohibit transactions such as the one described above

C O M P LE T E

The Company's Code of Conduct Policy #11, Provision of Trading Floor Services
by APS, addresses the improper use of utility resources by affiliates and is attached to
Staff Recommendation #2,Hedging and Risk Management, earlier in this report. Also, as
mentioned in Staff Recommendation #2, Hedging and Risk Management earlier in this
report, the Company is moving to eliminate its non-utility activities

In addition, the Company continually pursues market opportunities to optimize
transmission pathways by making purchase or off-system sales transactions that
appropriately utilize existing purchased transmission capacity

See Liberty Report, p. 119
See Direct Testimony of John Antonudc 'm the Rate Case, filed August 18, 2006, p. 16
See Liberty Report, p. 122
See Rebuttal Testimony of Donald E. Brandt in the Rate Case, tiled September 15, 2006, p. 48
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VII. FINANCIAL AUDIT OF PSA COSTS

STAFF RECOMMENDATION #1

Conclusion APS audits ..have yet to address PSA tiling preparation

Recommendation: Conduct periodic internal audits of the PSA filings to verify the
soundness, completeness, and accuracy of the activities thatproduce
them, the first suchaudit to be conductedas part of the next audit plan.

Company Response: ACCEPTED

Discussion

The Liberty Report states that, at the time of the report, no internal audits had yet
been conducted on the Company's in-house procedures and sources used to develop the
monthly PSA reports required to be filed with the Commission. The report acknowledges
that the development of the PSA reports had started recently, but Liberty believed it was
time to begin periodic examination of those tilings and the processes used to develop them
as there iS a high importance that they are prepared accurately

The Company places emphasis on the accounting and auditing support required to
make the PSA tilings accurate and transparent. The Company is committed to improving
our procedures regarding PSA controls, including those relating to annual internal audits of
the PSA

COMPLETE

The Pinnacle West Internal Audit Department incorporated a PSA Filings Audit in
the 2007 Audit Plan. The first audit was completed in July of 2007. The objective of this
audit is to gain an understanding of the preparation of monthly PSA tilings and to verify
the integrity and reliability of the information. The PSA Filings Audit is a recurring audit
that will be conducted periodically

See Liberty Report, p. 137
See Rebuttal Testimony of Donald E. Brandt in the Rate Case, tiled September 15, 2006, p. 49
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STAFF RECOMMENDATION #2

Conclus ion: .APS documents its tiling information well, but lacks a formal written
procedure addressing preparation of the monthly PSA filings.

Recommendation: Develop a written policy and procedure for the preparation of the
confidential PSA filings.

Company Res pons e : ACCEPTED

Dis cus s ion:

The Liberty Report found that, while Company personnel were able to provide an
oral description of the PSA reporting development process that allowed Liberty to verify
that the PSA filings are well documented and supported, no fonnad written narrative
procedure had not been prepared."

Liberty stated that the process of verifying accuracy and auditing the PSA reporting
process was made diff icult by the lack of a fonnad procedure." Written procedures assist
in assuring that filings are consistent and complete, and that procedures are helpful to assist
employees required to prepare the filings in the absence of employees who are assigned
that task_60

As discussedin its testimony in the Rate Case, the Company was implementing and
improving procedures and documentation regarding the PSA filings.6l At the time the
Company tiled its rebuttal testimony, documentation outlining the procedure for
preparation of the monthly PSA filings had been comp1eted.6

However, in Decision No. 69663, the Commission adopted a prospective PSA
mechanism that requires calculations and supporting documentation not necessary in the
then current PSA reporting.63 Therefore, documentation supporting the calculation and
tiling of the monthly PSA reports must be revised.

Status: IN P ROGRES S

The Company is in the process of revising its documentation supporting the
monthly PSA filings to include new procedures required by the adoption of a prospective
PSA in Decision No. 69663. This updated procedure is expected to be available by the
fourth quarter of 2007.

as See Liberty Report, p. 138.
59 See Liberty Report, p. 139.
soSee Liberty Report, p. 142. .
61 See Rebuttal Testimony of DonaldE. Brandt in the Rate Case, filed September 15, 2006, p. 49.
62 See Rebuttal TesMony of Peter M. Ewen in the Rate Case, filed September 15, 2006, p. 26.
63 See ACC Decision No. 69663,p. 112.
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While the Company does not believe that reporting methodology construes a

misclassification of cost, it has no objection to present the costs as recommendedby the

Liberty R¢p01'[_65

The Liberty Report states thatsome minor discrepancies related to tracing
supporting schedule information to summary pages for fuel cost elements in the
confidential portionof the PSA filings werenoted. The report constl'ued these
discrepancies as a misclassification of cost. While totalsare accurate, the report
recommends thatsome minor improvements in presentation of thesecost elements are
warranted to allow for easier verification of cost.64

The Company has revised its supporting schedule information in the confidential
portion of the PSA filing to reflect the above recommendedmethod ofreporting fuel cost.

Discuss ion:

CompanyResponse: ACCEPTED

Recommendation:

Status:

Conclus ion:

COMP LETE'

Despite their general accuracy, including the total costs of
generation, APS over- or under-stated individual coal, oil, and gas
generation costsdue to a misclassification ofcostsamong the three
types of generation.

Correct PSA reporting methods to assure more accurate

classification and reporting ofcoal, oil, and gas generation

in_f0DI11ati0n_

S TAFF RECOMMENDATION #3

FUEL A UDIT IMPLEMENTA17on REPORT

|

M See Liberty Report, pp. 138-139.
as See Rebuttal Testimony of Peter M. Ewen 'm the Rate Case, tiled September 15, 2006, p. 26.
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S TAFF RECOMMENDATION #4

Conclus ion: Liberty's detail review of the non-confidentiad PSA [o]ver/[u]nder
values found them to be accurate, but they should be more
transparently supported.

Recommendation: Revise the PSA confidential tiling format to provide a sufficient
level of detail to support the calculation ofthe components
contained witibin PSA non-confidential filings.

Company Response: ACCEPTED

Dis cus s ion:

The LibertyReport states that, at the time of the audit, the coniidentialPSA 81Mg
did not provide the data necessary toalive at the book fuel and purchasedpower costs
reflected on the non-confidential filing, especially asno written procedure was available
to explain how the non-confidential values aredeveloped.66 Confidential filings should
provide support for the non~con1identiad tilings so as to give transparency and assistance
to Commission Staff in auditing and evaluating the monthly PSA filings together.67

The Company places an emphasis on the accounting and auditing support
required to develop the PSA data, and agrees that the documentation canbe more
transparent. Formal writtenprocedures were in developmentat the mc the Company's
testimony in the Rate Case was filed.68

Status: COMP LETE

The Company has revised current schedules and prepared new schedules for
inclusion in the confidential portion of the monthly PSA filing that provide the additional
support necessary to review the non-confidential PSA monthly filing. These schedules
were initially provided in the August, 2006 PSA report and have been included since that
time.

66 See Liberty Report, p. 141.
67 See Liberty Report, p, 142.

68See Rebuttal Testimony of DonaldE. Brandt in the Rate Case, tiled September 15, 2006, p. 49.
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STAFF RECOMMENDATION #5

Conclus ion: A review of APS handling of supplemental fuelcharges and
rends indicates that supplemental charges and refunds havebeen
accounted for in the PSA whenapplicable, the accounting methods
are not consistent for purposes of recording refunds, but the
inconsistency has not had a materialimpact on the PSA.

Recommendation: Closely review and monitor adjustment to fuel costs to assure that
supplemental charges and refunds appropriately consider the
impact on inventory values and fuel expenses for financial
reporting purposes.

Co m p a n y Re s p o n s e :  ACCEP TED

Dis cus s ion :

The Liberty Report states that supplemental charges and refunds should be
booked in a manner that tracks as closely as possible the impact such events would have
had on the product had it been correctly priced at the time. The report cites a specific
instance where a refund was booked to expense when purchases attributable to the refund
may have been presumed to still be in inventory rather than already burned. A split
method of booking part of the refund to expense and part to inventory would have
corresponded more accurately to actual consumption.69 The report acknowledges that the
Company's method in this instance did not materially affect the PSA.

The Company, in its testimony in the Rate Case, agrees that, in the one specific
instance reviewed by Liberty, the refund dollars booked should have been split between
expense and inventory.70

Status: C O MP LE TE

. The Company's accountingpersonnel havebeentrained tounderstand and
implement the proper accounting method(s)for bookingsupplementalcharges,refunds,
and other adjustments to fuelexpense ahdfor inventory values.

69See Liberty Report, p~. 141 .
70 See Rebuttal Testimony of Laura L. Rockenberger in the Rate Case, tiled September 15, 2006, p. 27.
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